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OPINION

NIEMEYER, Circuit Judge:

We are presented with the question of whether the taxpayer may
deduct as interest under I.R.C. § 163(a) $900,000 in payments it made
to defer the closing date of a stock purchase agreement that obligated
it to buy all of a corporation's capital stock. Because the stock pur-
chase agreement contained a liquidated damages clause limiting the
taxpayer's liability on default, the Commissioner of Internal Revenue
concluded that the agreement did not impose indebtedness on the tax-
payer for the full purchase price and that, therefore, the $900,000 paid
to defer settlement did not constitute interest on indebtedness within
the meaning of I.R.C. § 163(a). The United States Tax Court sus-
tained the Commissioner's disallowance of the claimed interest
deduction.

Based on our conclusions that (1) the stock purchase agreement
created indebtedness for the full purchase price and (2) the payments
made to defer the settlement date compensated the selling stockhold-
ers for their forbearance of the purchase price, we hold that the pay-
ments are deductible as interest under I.R.C. § 163(a). Accordingly,
we reverse the Tax Court's decision.

I

Warren E. Halle, who is in the business of land development and
home construction, discovered an 1,100-acre tract of land in Fairfax
County, Virginia, which he believed was suitable for residential
development. During the summer of 1984, Halle began negotiations
with the four shareholders of Greendale Development Company, Inc.,
the Virginia corporation that owned the 1,100-acre tract. When the
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parties reached agreement, Halle formed Kingstowne L.P., a limited
partnership, to purchase all of Greendale's stock for $29 million
because the 1,100-acre tract was Greendale's only asset. Halle
appointed one of his companies to be Kingstowne's general partner
and he and his wife, Martha Halle, became Kingstowne's limited part-
ners.

On March 8, 1985, Kingstowne and Greendale's four stockholders
entered into a Stock Purchase Agreement, which provided that "Seller
hereby agrees to sell to Buyer, and Buyer agrees to purchase from
Seller on the Settlement Date all of the issued and outstanding capital
stock" of Greendale for $29 million. The agreement required Kings-
towne to pay a $3 million deposit and the balance at settlement. The
agreement established April 26, 1985, as the settlement date, but per-
mitted Kingstowne to defer settlement up to October 1, 1985, by pay-
ing the Greendale stockholders $225,000 per month, to be adjusted on
a daily basis.

When the Stock Purchase Agreement was executed, Greendale was
in the final stages of obtaining rezoning from Fairfax County to allow
higher density development of the land. Accordingly, the agreement
required Greendale to transfer all engineering and planning for the
property to Kingstowne and to bear the continuing costs of "engineer-
ing, planning, and development incurred through March 15, 1985."
Thereafter, Kingstowne unconditionally assumed the obligation to
pay all such costs "when due."

Finally, the contract provided that in the event of Kingstowne's
default in "mak[ing] settlement . . . or mak[ing] the required pay-
ment[s]" to extend the settlement date, the $3 million downpayment
and any monthly installments already paid to defer the settlement date
"shall be forfeited to Seller as liquidated damages." The default clause
also provided that "the parties shall have no further rights or liabilities
one to the other hereunder."

As required by the Stock Purchase Agreement, Kingstowne paid
the $3 million downpayment to the Greendale stockholders when the
agreement was executed, and it assumed the engineering, planning,
and development costs of the property, eventually paying $506,779 in
such costs as they accrued. Kingstowne also elected to defer settle-
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ment for four months, paying the sellers a total of $900,000 for the
extension.

During the period between the execution of the Stock Purchase
Agreement and settlement, Kingstowne applied for and obtained $53
million in loan commitments to finance the purchase and develop-
ment of the land. It also began negotiations to sell portions of the tract
and to enter into joint development ventures with third parties,
exchanging preliminary drafts which could not be finalized until after
settlement. In June 1985, the Fairfax County Board of Supervisors
approved the rezoning of the land tract as anticipated.

On August 23, 1985, the parties settled in accordance with the
terms of their Stock Purchase Agreement. Immediately after consum-
mating the transaction, Kingstowne liquidated Greendale and
assumed direct ownership of the 1,100-acre tract.

In its 1985 income tax return, Kingstowne treated the $900,000 it
had paid to defer the settlement date of the Stock Purchase Agreement
as deductible interest paid on the stock's purchase price. Kingstowne
later sent a Form 1099-MISC to the selling stockholders of Green-
dale, reporting the $900,000 as miscellaneous compensation. The sell-
ers, however, objected to Kingstowne's issuance of the form and
opted to treat the fees as additional proceeds from the sale of their
stock. After an examination of Kingstowne's tax return, the Commis-
sioner issued a Notice of Final Partnership Administrative Adjustment
that disallowed Kingstowne's claimed $900,000 interest deduction,
which had been passed through to the partners (Halle, his corporation,
and his wife).

In January 1993, Kingstowne and the Halles filed a petition in the
United States Tax Court for a readjustment of partnership items. They
argued that "the Commissioner should not have disallowed as interest
the $900,000 paid by [Kingstowne] to defer its obligation to pay
$29,000,000 purchase price during the taxable year ending September
30, 1985."

On December 22, 1994, the Tax Court denied the petition. The
court initially observed that the March 8 Stock Purchase Agreement
never described the monthly settlement deferment payments as "inter-
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est." The court found, moreover, that the monthly payments had not
been paid on "indebtedness" because the Stock Purchase Agreement's
liquidated damages clause provided that in the event of its default
Kingstowne would forfeit only its $3 million deposit and any settle-
ment deferment payments it had made. Rather than having been made
"pursuant to an unconditional and legally enforceable obligation" to
pay the balance of the $29 million purchase price, the $900,000 in set-
tlement deferment payments appeared to the court to resemble
amounts paid to retain the "option to complete or not complete the
transaction."

This appeal was taken from the Tax Court's decision.

II

Section 163(a) of the Internal Revenue Code allows a deduction for
"all interest paid or accrued within the taxable year on indebtedness."
Because "deductions are a matter of legislative grace," Kingstowne
bears the burden of demonstrating that its claimed interest deduction
falls within the scope of § 163(a). See Midkiff v. Commissioner, 96
T.C. 724, 747 (1991) (citing New Colonial Ice Co. v. Helvering, 292
U.S. 435, 440 (1934)), aff'd sub nom. Noguchi v. Commissioner, 992
F.2d 226 (9th Cir. 1993).

Explaining that "interest" is to be given its"usual, ordinary and
everyday meaning," Old Colony R.R. v. Commissioner, 284 U.S. 552,
561 (1932), the Supreme Court has defined the term as "compensation
for the use or forbearance of money." Deputy v. du Pont, 308 U.S.
488, 498 (1940) (interpreting predecessor to § 163(a)); see also Old
Colony R.R., 284 U.S. at 560 (same). Because the question of whether
Kingstowne's settlement deferment payments qualify as "interest"
within the meaning of I.R.C. § 163(a) depends in part on whether the
March 8 Stock Purchase Agreement created "indebtedness," we begin
with the issue of whether the Stock Purchase Agreement imposed
indebtedness on Kingstowne.

"[I]ndebtedness" as used in I.R.C. § 163(a) is a term of art; "al-
though an indebtedness is an obligation, an obligation is not necessar-
ily an `indebtedness'" for tax purposes. du Pont, 308 U.S. at 497.
Indebtedness within the meaning of § 163(a) may arise in a variety of
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circumstances. First, it may stem from "an existing, unconditional,
and legally enforceable obligation for the payment of a principal
sum." Howlett v. Commissioner, 56 T.C. 951, 960 (1971); see also
Midkiff, 96 T.C. at 744 ("The general rule of section 163(a) is that
interest is deductible only if paid on an existing unconditional obliga-
tion"). Second, even if materially conditional, an existing, legally
enforceable obligation may still give rise to indebtedness, so long as
(1) the contingency on which the obligation rests is beyond the con-
trol of the party seeking the interest deduction, (2) the amount of the
indebtedness on which the interest accrued was fixed as of the date
that the interest began to accrue, and (3) the payor's liability to the
payee is primary and direct. See, e.g., Journal Co. v. Commissioner,
125 F.2d 349, 350-51 (7th Cir. 1942); Dunlap v. Commissioner, 74
T.C. 1377, 1424 (1980), rev'd on other grounds, 670 F.2d 785 (8th
Cir. 1982); Midkiff, 96 T.C. at 739-45; Kaempfer v. Commissioner, 63
T.C.M. (CCH) 1765, 1769-70 (1992). Finally, indebtedness may be
imposed on the purchaser of property when the "benefits and bur-
dens" of ownership shift before payment. See Nelson v.
Commissioner, 66 T.C.M. (CCH) 691, 695 (1993); Estate of Franklin
v. Commissioner, 64 T.C. 752, 768-69, aff'd, 544 F.2d 1045 (9th Cir.
1976). While Kingstowne advances all three bases for finding indebt-
edness in this case, we reach only the first of its arguments because
it is dispositive.

Kingstowne contends that the March 8 Stock Purchase Agreement
imposed on it an existing, unconditional, and legally enforceable obli-
gation to purchase the Greendale stock for $29 million, notwithstand-
ing the agreement's liquidated damages provision. Kingstowne notes
that if it had failed to pay the purchase price at settlement, the selling
Greendale stockholders would have been entitled to retain not only
their stock (and the 1,100-acre tract), but also Kingstowne's $3 mil-
lion deposit and any settlement deferment payments Kingstowne had
made. And, relying on Odend'hal v. Commissioner, 748 F.2d 908,
912 (4th Cir. 1984), cert. denied, 471 U.S. 1143 (1985), and Estate
of Franklin, 544 F.2d at 1049, for the proposition that genuine, eco-
nomically viable nonrecourse obligations may still create indebted-
ness for the full amount of a contract, Kingstowne argues that its real
economic interest in completing the Greendale stock purchase far out-
weighed any economic interest it may have had in defaulting.
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The Commissioner maintains, on the other hand, that the Tax Court
correctly concluded that there was no legally enforceable obligation
on which Kingstowne could predicate its claimed interest deduction.
Citing the Tax Court's repeated acknowledgments that option con-
tracts do not create indebtedness within the meaning of § 163(a), see
Estate of Franklin, 64 T.C. at 762; Howlett, 56 T.C. at 960-61; Batson
v. Commissioner, 43 T.C.M. (CCH) 557, 563 (1982), the Commis-
sioner insists that Kingstowne "purchased the functional equivalent of
a call option to purchase the property" because, under the Stock Pur-
chase Agreement, Kingstowne had the "option of walking away from
the deal at any time, and refusing to pay the remaining $26 million
due." The Commissioner contends that, absent the threat of court-
enforced sanctions, Kingstowne's obligation under the Stock Pur-
chase Agreement was illusory; only Kingstowne could control
whether the sale would take place, and "[i]f the partnership aban-
doned its plans to purchase the land tract for any reason, . . . the sell-
ers were powerless to compel the partnership to pay the balance due."

To resolve whether the March 8 Stock Purchase Agreement
imposed on Kingstowne an existing, unconditional, and legally
enforceable obligation to tender the balance of the purchase price for
the Greendale stock, we must determine whether, as a practical and
economic matter, the agreement bound Kingstowne to consummate
the transaction or whether it merely gave Kingstowne the "power to
make a choice," i.e., an option. See Restatement (Second) of Contracts
§ 25 cmt. a (1979). We conclude that the Stock Purchase Agreement
obligated Kingstowne to proceed to settlement and to pay the $26
million balance of the purchase price.

By its very definition, indebtedness arises from a purchaser's con-
tractual obligation to complete a transaction by paying the purchase
price. While every purchaser under a bilateral contract for the sale of
property can elect to default and bear the risk of damages from his
default, when the price of the property equals its market value, the
economic reality creating the purchaser's obligation to proceed to set-
tlement involves no more than the loss of transaction and delay costs.
Because a contract that obligates a purchaser to pay liquidated dam-
ages in an amount that would equal or exceed actual damages would
impose on the purchaser the same economic incentive to consummate
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the transaction, undoubtedly such a contract could also create indebt-
edness.

The principle that an unconditional contract to pay a principal sum
-- even if executory -- creates indebtedness within the meaning of
I.R.C. § 163(a) extends even to nonrecourse obligations to the extent
that they are genuine and economically viable. See Odend'hal, 748
F.2d at 912; Estate of Franklin, 544 F.2d at 1049. In Odend'hal, we
recognized that a nonrecourse obligation constitutes genuine indebt-
edness "so long as the fair market value of the property is at least
equal to the amount of the nonrecourse debt at the time it was
incurred, because the taxpayer, even though he has no personal liabil-
ity at stake, has an economic incentive to pay off the debt rather than
to lose the collateral." 748 F.2d at 912. The case for indebtedness is
yet more compelling where the taxpayer stands to lose substantial
assets in addition to the underlying property.

An option contract, on the other hand, does not create indebted-
ness. See Estate of Franklin, 64 T.C. at 762; Howlett, 56 T.C. at. 960-
61; Batson, 43 T.C.M. at 563. An option requires a seller to keep his
offer to sell property at a stated price open for a defined period. See
Restatement (Second) of Contracts § 25; Graney v. United States, 258
F. Supp. 383, 386 (S.D. W.Va. 1966), aff'd per curiam, 377 F.2d 992
(4th Cir.), cert. denied, 389 U.S. 1022 (1967). The would-be pur-
chaser of the property thus pays a fee for the choice of whether to pro-
ceed with the purchase of the property. Inherent in that choice is the
absence of any obligation to proceed. In Estate of Franklin, the Tax
Court accurately described the effect of an option agreement:

It gives the optionee no present estate, and imposes on him
no obligation to consummate the transaction. He has the
choice of exercising the option or allowing it to lapse. If an
option is not exercised, the optionor becomes entitled to
keep only the amount paid as consideration for granting the
option . . . and has no enforceable right of action against the
optionee for damages.

64 T.C. at 762-63 (citations omitted).

We recognize that in some cases a contract with a liquidated dam-
age clause may resemble an option in the sense that it permits the pur-
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chaser to back out of a transaction by forfeiting only the amounts he
paid to secure the "option." But the same could be said of a contract
that does not contain a liquidated damages provision where default
would expose the purchaser to only minor compensatory damages.
See United States Freight Co. v. United States, 422 F.2d 887, 895 (Ct.
Cl. 1970) (recognizing that liquidated damages provisions do not
automatically convert bilateral contracts into options). Thus, to deter-
mine whether the Stock Purchase Agreement in this case imposed
indebtedness on Kingstowne or merely granted it an option, we must
carefully examine both the language and economic substance of the
agreement.

On its face, the Stock Purchase Agreement appears to be a tradi-
tional bilateral contract encompassing substantial promises by both
parties. The sellers unconditionally agreed to sell for $29 million all
of their stock in Greendale and, consequently, Greendale's sole asset,
the 1,100-acre tract of land in Fairfax County, Virginia. And Kings-
towne unconditionally agreed to purchase the stock for $29 million,
paying $3 million at the execution of the contract and agreeing to pay
the balance at settlement. The contract does not expressly give Kings-
towne the option to withdraw from the transaction.

If we are to take the language of the Stock Purchase Agreement as
an accurate representation of the parties' relationship, therefore, King-
stowne's contractual undertaking to pay the balance of the purchase
price at settlement fits the traditional definition of indebtedness. Only
from the surrounding circumstances and economic realities of the
transaction could we conclude otherwise. Accordingly, we begin in
this case with a presumption in favor of finding indebtedness. Accord
United States Freight, 422 F.2d at 895-96 (holding that bilateral con-
tract containing liquidated damages clause was not stock option for
purpose of determining whether taxpayer's forfeiture loss was limited
to capital treatment by I.R.C. § 1234 where contract "unequivocally
obligated [taxpayer] to purchase" stock).

Because substance takes precedence over form in tax law, however,
we cannot permit the parties' chosen language to control the tax con-
sequences of their transaction. See Frank Lyon Co. v. United States,
435 U.S. 561, 573 (1978) ("In the field of taxation, administrators of
the laws, and the courts, are concerned with substance and realities,
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and formal written documents are not rigidly binding" (quoting
Helvering v. F. & R. Lazarus & Co., 308 U.S. 252, 255 (1939))).
Deductible interest can only accrue on genuine indebtedness. See
Knetsch v. United States, 364 U.S. 361, 365 (1960); Midkiff, 96 T.C.
at 735 ("`[I]ndebtedness' must be indebtedness in substance and not
merely in form"); Coleman v. Commissioner, 87 T.C. 178, 209
(1986), aff'd without published opinion, 833 F.2d 305 (3rd Cir. 1987).
To determine whether the March 8 Stock Purchase Agreement
imposed indebtedness on Kingstowne, therefore, we must look
beyond the parties' terminology to the "substance and economic reali-
ties" of the Greendale stock purchase, gleaned from the totality of the
circumstances surrounding the transaction. Accord Frank Lyon, 435
U.S. at 582-84; Estate of Franklin, 64 T.C. at 763 ("Whether the sev-
eral agreements in the instant case are to be construed as constituting
an option or a contract of sale depends not upon any particular phrase-
ology used in the documents but rather upon what the parties actually
did . . . ").

The economic realities surrounding the transaction in this case con-
firm that the parties' unconditional agreement to proceed with settle-
ment accurately portrayed their intentions. In so concluding, we rely
on several factors: (1) the amount of the contractually specified liqui-
dated damages, (2) the extent to which Kingstowne assumed real eco-
nomic burdens of ownership before settlement, (3) Kingstowne's
peripheral activities before settlement, and (4) the absence of apparent
motives for creating an option contract.

The amount of the contractually specified damages is an important
indicator of whether a contract with a liquidated damages clause
imposes "indebtedness" within the meaning of I.R.C. § 163(a)
because the greater the sanction for failing to discharge a contractual
obligation, the less free the obligor is to walk away from the deal. Cf.
Williams v. Commissioner, 1 F.3d 502, 507 (7th Cir. 1993) ("It is true
that as the amount to be forfeited creeps toward the purchase price
. . . a point is reached at which the sale is not of the call but of the
[property] . . ."). Here, the Stock Purchase Agreement provided that
if Kingstowne failed to pay the purchase price at settlement, it would
forfeit to the Greendale stockholders its $3 million downpayment and
any settlement deferment payments it had tendered before defaulting.
Consequently, depending on the date of default, Kingstowne stood to
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lose between $3 and $3.9 million, an amount representing 10-13% of
the $29 million purchase price.

While the sum that Kingstowne placed at risk strikes us as conse-
quential, both in absolute terms and in relation to the total contract
price, that amount takes on greater significance when compared to the
damages that the sellers would have been likely to recover upon
Kingstowne's default if their contract had not included a liquidated
damages clause. Because a contract that provides unconditionally for
the payment of a principal sum but does not include any liquidated
damages clause invariably creates indebtedness, the amount of the
obligee's probable damages serves as an appropriate baseline against
which to measure the weight of the obligation created by a contract
that includes a liquidated damages clause. Thus, if the circumstances
of this case indicate that the amount of the Stock Purchase Agree-
ment's liquidated damages would fairly approximate, or exceed, the
sellers' actual damages in the event of Kingstowne's default, that fact
would strongly suggest that the agreement imposed indebtedness on
Kingstowne. See United States Freight Co., 422 F.2d at 891 (noting
that one obligee believed liquidated damages forfeited by taxpayer
"approximately equaled the damages which the[obligees] could
prove").

We encounter no difficulty concluding that the amount of the liqui-
dated damages specified in the Stock Purchase Agreement amply cov-
ered the actual damages the Greendale stockholders would have
suffered had Kingstowne failed to consummate the stock purchase.
Because the Stock Purchase Agreement was the product of arms-
length negotiations between sophisticated businessmen, we can rea-
sonably presume that the agreed-upon purchase price represented the
property's fair market value and that, therefore, the sellers' damages
upon Kingstowne's default would have represented mainly transac-
tion and delay costs. Indeed, there is nothing in the record to suggest
that the Fairfax County real estate market was experiencing signifi-
cant fluctuation around the time of the Greendale stock transaction or
that Kingstowne was a unique purchaser willing to pay a significant
premium for Greendale's land. Because the transaction in this case
was a routine stock purchase, moreover, it does not appear that
Greendale's stockholders expended significant transaction costs in
contracting with Kingstowne. In sum, the circumstances surrounding
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the Stock Purchase Agreement indicate that in all likelihood the sell-
ers would have suffered less than $3 million in actual damages had
Kingstowne defaulted.

The amount of money that Kingstowne stood to lose by backing
out of the Greendale stock purchase comfortably distinguishes this
case from Midkiff v. Commissioner, 96 T.C. 724 (1991), aff'd sub
nom. Noguchi v. Commissioner, 992 F.2d 226 (9th Cir. 1993), upon
which the Tax Court relied. Midkiff involved a real property transac-
tion under a Hawaii statute that entitled certain lessees to acquire
leased properties from their owners through condemnation by the
Hawaii Housing Authority. Before the Housing Authority would initi-
ate a condemnation proceeding on behalf of a lessee, it required the
lessee to submit (1) a written commitment to purchase the property
upon its acquisition by the Housing Authority, (2) a $500 deposit to
secure the obligation, and (3) proof of the lessee's financial ability to
consummate the purchase.

The taxpayers in Midkiff were lessees who claimed as an interest
deduction under I.R.C. § 163(a) approximately $138,000 in so-called
"blight of summons damages" that they had paid in addition to the
value of their leased fee to settle a condemnation proceeding brought
against the property's owner. Id. at 730-34. The taxpayers argued that
they had paid the damages to compensate the owner for the delay in
payment from the date of the property's valuation to the date the tax-
payers received legal title because, under Hawaii law, property was
deemed to have been taken on its date of valuation. The Tax Court,
however, disallowed the taxpayers' claimed deduction, concluding in
part that the taxpayers did not have indebtedness until the transaction
closed.

The Tax Court noted in Midkiff that the taxpayers would have sac-
rificed only a nominal amount if they had failed to honor their com-
mitment to consummate the property purchase. They would have been
required to reimburse the Housing Authority and the property owner
only for the expenses incurred in the condemnation proceedings,
which amounted to $7,254, approximately 1.5% of the established
value of the property and less than 1.2% of the total settlement price.
In affirming the Tax Court's decision in Midkiff, the Ninth Circuit
emphasized that the taxpayers were not "indebted" because the finan-
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cial consequence of withdrawing from their commitment to purchase
the property was so slight that the taxpayers could "back out of the
deal . . . [and] elect not to exercise [their] option at any time."
Noguchi, 992 F.2d at 227-28.

Kingstowne's obligation to the sellers in this case was, by contrast,
significantly greater. If Kingstowne had defaulted, it would have for-
feited as much as $3.9 million in liquidated damages, roughly 13% of
the entire contract price.

The second factor that supports our finding that the Stock Purchase
Agreement imposed indebtedness on Kingstowne is the extent to
which Kingstowne assumed burdens of owning the 1,100-acre tract
before settlement. Because the holder of an option retains the right not
to purchase the subject property, he is unlikely to undertake signifi-
cant obligations associated with ownership of that property. One who
invests significant, unrecoverable resources in property that he does
not legally own, on the other hand, is less likely to hold merely an
option in that property.

Section 3 of the Stock Purchase Agreement obligated Kingstowne,
upon penalty of default, to pay "when due" all engineering, planning,
and development costs incurred with respect to the 1,100-acre tract
after March 15, 1985. Those costs, which Greendale either billed to
Kingstowne or Kingstowne paid directly, totaled more than $500,000
during the presettlement period. Had Kingstowne not proceeded to
settlement, it would have lost the benefit of those expenditures. The
inclusion of such a provision in the Stock Purchase Agreement and
Kingstowne's compliance with that provision provide considerable
support for our conclusion that the Stock Purchase Agreement did not
simply create an option giving Kingstowne free choice to proceed, or
not, with settlement.

The third factor that supports our finding that the Stock Purchase
Agreement imposed indebtedness on Kingstowne is its peripheral
activities before settlement. There is no indication in the record that
Kingstowne was looking at a number of other properties for potential
development and that it simply sought to hold open its choice to pur-
sue development of the Greendale tract. Moreover, after the rezoning
was approved by Fairfax County but before settlement, Kingstowne
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initiated and pursued negotiations to sell portions of the 1,100-acre
tract and to enter into joint development ventures with respect to other
portions. While Kingstowne could not finalize any of those transac-
tions before settlement, it did begin exchanging draft documents.
And, finally, Kingstowne expended time and money to obtain loan
commitments from three separate banks for the development of the
tract, securing $53 million in financing before settlement.

The final factor on which we rely for our finding that the Stock
Purchase Agreement imposed indebtedness on Kingstowne is the
absence of any apparent motive for the parties to have created an
option contract. Option contracts permit parties to shift the risks of
contingencies that may affect the value of the property subject to the
contract; the buyer of a call option receives the benefit of any future
increases in the value of the property, while the option's seller bears
the cost of any future depreciation. Where there are no significant
risks to apportion, therefore, there is little reason for the parties to
contract for an option.

The only contingency of any significance during the presettlement
period in this case was the rezoning of the property. Although the
importance of rezoning was great -- Mr. Halle testified at trial that
it would add $15 million to the property's value-- it appears to have
been almost a foregone conclusion. From his investigation and discus-
sions with individuals in Fairfax County, Halle had concluded by the
time the agreement was executed that "it was just a question of time
before [the rezoning] would get done" and that "the rezoning was
going to happen." Similarly, Richard North, one of Greendale's stock-
holders, testified at trial that he and the other sellers believed at the
time the Stock Purchase Agreement was executed that the chances
that the Fairfax County Board of Supervisors would approve Green-
dale's pending rezoning application were "very good."

To support her position that the Stock Purchase Agreement did not
impose indebtedness on Kingstowne, the Commissioner relies heavily
on the Tax Court's decision in Kaempfer v. Commissioner, 63 T.C.M.
(CCH) 1765 (1992). In Kaempfer, the taxpayer contracted with a
realty company for a tax-free exchange of like-kind property. While
the contract assigned a $517,500 value to the realty company's
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exchange property, it increased that amount by $250 each day that the
taxpayer delayed closing beyond the specified exchange date.

Because the taxpayer in Kaempfer delayed closing for 491 days
after the exchange date, the assigned value of the realty company's
exchange property increased significantly. When the taxpayer later
sought to deduct the amount of increase as interest under I.R.C.
§ 163(a), the Tax Court disallowed the deduction, in part because
"there was no legally enforceable obligation on which interest could
be based." Id. at 1769.

While we recognize superficial similarities between Kaempfer and
this case, Kaempfer involved a substantially different transaction. The
real estate exchange contract in Kaempfer assigned a fixed value to
the taxpayer's exchange property, but it neither established a purchase
price nor imposed on the taxpayer any obligation to pay a fixed sum
of money. Therefore, it did not create indebtedness. In contrast, the
Stock Purchase Agreement in this case unconditionally obligated
Kingstowne to pay $29 million for the Greendale stock.

Based on the parties' contractual undertaking as well as the sub-
stance and economic realities of their transaction, therefore, we hold
that the Stock Purchase Agreement imposed an existing, uncondi-
tional, and legally enforceable obligation upon which Kingstowne's
claimed deduction could be predicated.

III

The question remains whether the $900,000 in settlement defer-
ment payments constituted "compensation for the use or forbearance
of money" and, therefore, qualifies as "interest" within the meaning
of I.R.C. § 163(a). See Deputy v. du Pont, 308 U.S. 488, 498 (1940).
In determining whether a payment represents interest, the parties'
intent is controlling. See Dunlap v. Commissioner, 74 T.C. 1377,
1421 (1980), rev'd on other grounds, 670 F.2d 785 (8th Cir. 1982).
And, consistently with the substance-over-form doctrine, we must
ascertain the parties' intent primarily from the circumstances sur-
rounding the payment, not the parties' chosen terminology. See
Midkiff v. Commissioner, 96 T.C. 724, 734, 744, aff'd sub nom.
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Noguchi v. Commissioner, 992 F.2d 226 (9th Cir. 1993); L-R Heat
Treating Co. v. Commissioner, 28 T.C. 894, 897 (1957).

The Commissioner argues that the settlement deferment payments
were not interest because the parties did not designate those payments
as interest anywhere in the Stock Purchase Agreement. Kingstowne
responds, however, that the parties' failure to label the settlement
deferment payments as interest is immaterial because the payments
corresponded specifically to the contract purchase price, the prevail-
ing rate of interest, and the time of deferral. We agree with Kings-
towne.

The substance of the Greendale stock purchase convinces us that
the parties intended Kingstowne's settlement deferment payments as
interest within the meaning of § 163(a). As explained above, the pay-
ments were not intended to secure an option. There is nothing in the
record to suggest, moreover, that the payments were made for any
purpose other than to compensate the Greendale stockholders for their
forbearance of the $26 million purchase price balance that was due at
settlement. Indeed, the Tax Court found that as a percentage of the
unpaid purchase price, each of the settlement deferment payments
approximated the market rate of interest during the relevant period.
And both Warren Halle and Richard North testified at trial that the
settlement deferment payments were intended to compensate the
Greendale stockholders for the opportunity cost of Kingstowne's
deferment of settlement as well as to allow Greendale to service the
approximately $16 million mortgage it was carrying on its land.

While the Stock Purchase Agreement does not describe the settle-
ment deferment payments as interest, neither does it label them as
proceeds from the sale of stock. Furthermore, the parties did not
credit any of the deferment payments against the contract price of the
Greendale stock. We conclude that the economic reality of Kings-
towne's settlement deferment payments is that they represented inter-
est, notwithstanding the parties' failure to label them as such.

IV

Because we conclude that the $900,000 Kingstowne paid to the
Greendale stockholders to defer settlement pursuant to their Stock
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Purchase Agreement qualifies as "interest paid or accrued on indebt-
edness," it is deductible under I.R.C. § 163(a). Accordingly, we
reverse the Tax Court's decision and remand this case to the Tax
Court with instructions to grant Kingstowne's petition for readjust-
ment of partnership items with respect to its claimed interest deduc-
tion.

REVERSED AND REMANDED

MICHAEL, Circuit Judge, dissenting:

I respectfully dissent. I would affirm on the reasoning of the Tax
Court, see Kingstowne L.P. v. Commissioner, 68 T.C.M. (CCH) 1497
(1994) (T.C. Memo. 1194-630), and I will explain briefly why I
believe the Tax Court was exactly right in disallowing the claimed
interest deduction.

Kingstowne's goal, if it could buy Greendale's stock, was to turn
1,100 acres owned by Greendale into a residential real estate develop-
ment. Kingstowne needed, and received, the option to back out of its
agreement to buy Greendale's stock. At the time the Stock Purchase
Agreement was signed, Greendale had an application pending to
rezone the land to allow higher density residential development.
Kingstowne did not obtain a financing commitment for the purchase
until after the original settlement date had passed. That financing
commitment from the Riggs National Bank was contingent upon the
approval of Greendale's rezoning application. The Stock Purchase
Agreement's liquidated damages provision allowed Kingstowne to
default by forfeiting the down payment and the monthly payments to
extend the settlement date. It is obvious why Kingstowne wanted the
liquidated damages clause: if rezoning did not occur, if it could not
obtain financing, or if it got cold feet for any reason, it wanted (and
had) the opportunity to back out with limited exposure. Thus, as the
Tax Court held:

Prior to the settlement, the partnership [Kingstowne] was
free to decide not to settle for any reason or for no reason
at all, albeit forfeiting its downpayment and all monthly
payments that it had made to the sellers to extend settle-
ment. We recognize that the partnership would have paid a

                                17



substantial price for abandoning the project. This price,
however, does not convert the partnership's obligation to the
sellers into an indebtedness within the meaning of section
163.

68 T.C.M. (CCH) at 1502 (T.C. Memo. 1194-630, at 16).*
_________________________________________________________________

* The down payment of $3 million ($2 million in cash and a $1 million
non-interest bearing note) and the extension payments of $900,000
equalled about 13 percent of the purchase price of $29 million. The
amount that could have been forfeited is thus within the reasonable limits
for an option. See Williams v. Commissioner, 1 F.3d 502, 507 (7th Cir.
1993).

In an evident attempt to distinguish Williams, the majority argues,
without citation to the record, that the liquidated damages approximated
the amount of actual damages Kingstowne would pay if it defaulted. This
"fact," according to the majority, makes the $3 million indebtedness.
Ante at 10-11. The majority, however, ignores the purpose of an option.
When a buyer purchases an option, he places on the seller the risk that
the price of the stock (or the land) will rise or fall. If, during the period
between the purchase of an option and the date the option expires, the
fair market value of the stock (or the land) significantly drops, then the
buyer will choose not to exercise the option knowing that all he will lose
is the price paid for the option. If, however, the fair market value of the
stock (or the land) increases or stays within an amount that the buyer is
willing to pay, then the buyer will exercise the option. Thus, in this case,
Kingstowne was buying the right to purchase the land for $29 million,
and it was willing to pay $3 million up front, plus $225,000 per month,
to retain that right prior to the settlement date. If the fair market value
of the land fell by a significant amount (or if Kingstowne could not pay
the balance of the purchase price), then Kingstowne could walk away
from the deal knowing the full amount of its exposure. The error, there-
fore, that the majority makes is to assume that Kingstowne--at the time
it entered into the Stock Purchase Agreement--knew that actual damages
(which could not be known until any default occurred) would approxi-
mate the liquidated damages, i.e., the option price. Perhaps Kingstowne
could reasonably speculate about what actual damages would be, but
Kingstowne did not want to speculate. Rather, it wanted the right to buy
the land without the risk that the value would significantly fall, and it
wanted to be able to walk away from the deal if it could not obtain zon-
ing approval and financing. And the price for placing the risk on the
Greendale owners was 13 percent of the purchase price, a reasonable
amount to pay for an option.
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Moreover, the parties did not intend the settlement extension pay-
ments to constitute interest. The Stock Purchase Agreement, which is
the only document discussing the settlement extension payments,
does not mention interest anywhere. The Greendale owners, upon
receiving the monthly extension payments, reported them as addi-
tional sales proceeds paid for their stock, evidencing their belief that
the payments were not interest. And, Kingstowne itself initially
treated the payments as miscellaneous income to the sellers, as dem-
onstrated by its issuance of Forms 1099-MISC (miscellaneous
income) to the sellers, rather than Forms 1099-INT.

Finally, on the record before us, I do not believe that the benefits
and burdens of ownership passed to Kingstowne prior to the settle-
ment date. As the Tax Court said:

The sellers' retention [until settlement] of primary liabil-
ity for rezoning costs and mortgage debt is a significant bur-
den of ownership. Although the partnership [Kingstowne]
was responsible for reimbursing the sellers at settlement for
any rezoning costs incurred after March 1985, and the part-
nership even paid some of these directly prior to settlement,
the sellers remained primarily liable for any obligations
associated with the property, including mortgage payments.
. . .

Prior to settlement, the partnership initiated negotiations
with various developers with respect to the property, but,
until it obtained the sellers' stock and liquidated the com-
pany, the partnership could not have finalized any of these
development proposals. The partnership ultimately benefited
from the approval of the sellers' rezoning application by
Fairfax County, but only because the partnership proceeded
to settlement. Although the partnership assumed the burdens
of funding the rezoning process, if it had not settled, the
sellers had no legal right to force the partnership to bear
these costs.

68 T.C.M. (CCH) at 1503 (T.C. Memo. 1194-630, at 20-21).

In sum, the payments to extend the settlement date were simply not
deductible as interest.
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